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WORLDCOM, INC.

SCHEDULE 11
VALUATION AND QUALIFYING ACCOUNTS

Balance at Charged To  Additions Deductions
B?gFI)nnln Deconsolidation Costsand From Purchase and Accounts _Balance at
o

Descriptions erio of Embratel Expenses  Transactions  Written Off End of Period

Allowance for doubtful
accounts (in millions):

Accounts Receivable

2000 . o $1,532 $282 $1,313 $194 $1,671 $1,086
2000.. 1,122 — 1,865 — 1,455 1,532
1999, it 920 _ 951 19 768 1,122

F-48



INDEX TO FINANCIAL STATEMENTS

Page

Worldcorn Group (an integrated business of Worldcorn, Inc.)
Report of independent public accountants ........... ..ttt i e F-50
Combined balance sheets as of December 31, 2000 and 2001. ...........covvrnenn... F-51
Combined statements of operations for the three years ended December 31, 2001 ......... F-52
Combined statements of allocated net worth for the three years ended December 31, 2001 ... F-53
Combined statements of cash flows for the three years ended December 31,2001 .......... F-54
Notes to combined financial statements . ...ttt it F-55

You should understand the following when reading the combined financial statements of the
WorldCom group, which is an integrated business of WorldCom, Inc.:

WorldCom has presented the combined financial statements of the WorldCom group at
substantially the same level of detail as the consolidated financial statements of WorldCom.
WorldCom believes that investors require detailed financial information for the WorldCom
group to properly evaluate the market potential of WorldCom group stock;

the WorldCom group is a collection of WorldCom’s data, Internet, international and commercial
voice businesses and is not a scparatc legal entity;

the holders of the WorldCom group stock are shareholders of WorldCom and do not have an
ownership interest in the WorldCom group or any company in the WorldCom group or a claim
on any of the assets attributed to the WorldCom group;

the attribution of a portion of WorldCom’s assets and liabilities to the WorldCom group does
not affect WorldCom’s ownership of these assets or responsibility for these liabilities and docs
not affect the rights of any creditor of WorldCom; and

the assets attributed to the WorldCom group could be subject to the liabilities attributed to the
MCI group.
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REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Shareholders of WorldCom, Inc.:

We have audited the accompanying combined balance sheets of the WorldCom group (an
integrated business of WorldCom, Inc.) (as described in Note 1) as of December 31, 2000 and 2001,
and the related combined statements of operations, allocated net worth and cash flows for each of the
years in the three-year period ended December 31, 2001. These financial statements are the
responsibility of WorldCom, Inc.’s management. Our responsibility is to express an opinion on these
financial statements based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statements are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement prcscntation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the WorldCom group combined financial statements referred to above present
fairly, in all material respects, the combined financial position of the WorldCom group as of
December 31,2000 and 2001, and the results of its operations and its cash flows for each of the years
in the three-year period ended December 31, 2001, in conformity with accounting principles generally
accepted in the United States.

As discussed in Note 1to the comhincd financial statcments, effective January 1, 2000, the

WorldCom group changed its method of accounting for certain activation and installation fee revenues
and expenses.

The WorldCom group is a fully integrated business of WorldCom, Inc. Accordingly, as described in
Note 1,the WorldCom group’s combined financial statements have been derived from the consolidated
financial statements and accounting records of WorldCom, Inc. and, therefore, reflect certain
assumptions and allocations. As more fully discussed in Note 1, the combined financial statements of

the WorldCom group should be read in conjunction with the audited consolidated statements of
WorldCom, Inc.

ARTHUR ANDERSEN LLP

Jackson, Mississippi
March 7, 2002
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WORLDCOM GROUP (an integrated business of WorldCom, Inc.)

COMBINED BALANCE SHEETS
(In Millions)

ASSETS
Current assets:
Cash and cash equivalents . ........ ..ttt s
Accounts receivable, net of allowance for bad debts of $1,018 in 2000 and $693
24001
Deferred tAX @SSt & v v v vttt ettt et e
Other CUMTeNnt ASSetS. v v v it ie ettt i iiant e e nnnnnns
Receivable from MCI group, net

Total current assets

Property and equipment:
Transmission EQUIPMENT . . .ottt et et e st e e s n e ane e anens
Communications eqUIPMENT . .. ..ot it e
Furniture, fixtures and other. . ... ... i i e e e
Construction in progress

Accumulated depreciation

Goodwill and other intangible assets . ..........cu i
Long-term receivable from MCI group, net
Other assets

LIABILITIES AND SHAREHOLDERS’ INVESTMENT
Current liabilities:
Short-term debt and current maturities of long-termdebt. .................
ACCIUEd INTEIESE .+ vt i ittt ettt i e s e e s e aa s a s a e a s
Accounts payable and accrued line costs
Other current liabilities ........ccovviiiiiiiiii i,

Total current liabilities ... i i i e i e e e e e e

Long-term liabilities, less current portion:
Long-term debt . ... ou it e
Deferred tax liability
Other liabilities .. v v vt e st

Total long-term liabilities ..........c. oo e e annns

Commitments and contingencies
Minority interests

Company obligated mandatorily redeemable and other preferred securities. - . . . ..

Allocated net worth

December 31,
2000 2001
$ 720 § 1,409
4,980 3,734

131 241
1,612 1,895
649 900
8,092 8,179
19,883 23,369
5,873 5,434
8,666 10,583
6,727 5,576
41,149 44,962
(5,972) (8,170)
35,177 36,792
36,685 40,818
976 976
4,963 5,136
$85,893 $91,901
$ 7200 $ 172
338 507
3,584 2,751
3,091 2,485
14,213 5,915
11,696 24,533
2,683 3.196
965 546
15,344 28,275
2,592 101
798 1,993
52,946 55,617
$85,893 $91,901

The accompanying notes are an integral part of these combined statements.
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WORLDCOM GROUP (an integrated business of WorldCom, In¢.)
COMBINED STATEMENTS OF OPERATIONS

(In Millions)

Revenues

Operating expenses:
T 0 o0 1 £
Selling, general and administrative ..................co....
Depreciation and amortization. ............cciiirinnnn..
Other charges

Operating income . ...........
Other income (expense):
interest expense ............
Miscellaneous . . .. ..........

Income before income taxes, minority interests and cumulative effect
of accounting change . ... v v vt it i inm e e e

Provision for inCOmME taXes . ..vvv ittt iiiiie e it ienrnnens

Incomc before minority interests and cumulative effect of accounting
Change ..o e e e e
Minority interests «vvvvvvvnnrinnrrnnenns

income before cumulative effect of accountingchange ...........
Cumulative effect of accounting change (net of income tax of $43 in
2000)

Net income before distributions on mandatorily redeemable
preferred securities . ...ttt i e e e

Distributions on mandatorily redeemable preferred securities and
other preferred dividend requirements . ...................

Net income

For the Years Ended December 31,

1999 2000 2001
$19,736  $22,755  $21,348
7,905 8,745 8,120
4,195 5,689 6,058
3,013 3.280 4,121
(8 - —
15105 17,714 18,299
4,631 5,041 3,049
(460) (458)  (1,029)
237 385 412
4,408 4,968 2,432
1,856 1,990 943
2,552 2,978 1,489
(186) (305) 35
2,366 2,673 1,524
—_ (‘75) —
2,366 2,598 1,524
72 65 117
$ 2294 $2533 $ 1,407

The accompanying notes are an integral part of these combined statements.
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WORLDCOM GROUP (an integrated business of WorldCom, In¢.)

COMBINED STATEMENTS OF ALLOCATED NET WORTH

For the Three Years Ended December 31, 2001

(In Millions)
Foreign
Unrealized  Currency
Attributed Holding  Translation  Allocated
Capital  Gain (Loss) Adjustment Net Worth
Balances, December 31, 1998 ..., $42,197 $122 $(28) $42201
Funds attributed from WorldCom, Inc.. .. ................. 1,935 — — 1935
Advances from MClgroup, net. .......... ...t 2,097 —_ — 2,097
Other comprehensive income (net of taxes and reclassifications):
Net income before distributions on mandatorily redeemable
preferred SECUrties . ........oviiiiinn i, 2,366 — _— 2,366
Distributions on mandatorily redeemable preferred securities and
other preferred dividend requirements . ................. (72) — —_ (72)
Net change in unrealized holding gain on marketable equity
1T UL ] - S — 453 — 453
Foreign cutrency adjustment. . . .. .. iei i o - (332) (332)
Total comprehensive income ... ... ... L. L. 2415
Balances, December 31, 1999 . .. .o v vttt e 48,523 575 (360) 48,738
Funds attributed from WorldCom, Inc.. . . ................. 770 — e 770
Advances from MClgroup, net. .. ... cveiie s, 1,592 e — 1592
Other comprehensive income (net of taxes and reclassifications):
Net income before distributions on mandatorily redeemable
preferred securities ........... . i 2,598 — — 2,598
Distributions on mandatorily redeemable preferred securities and
other preferred dividend requirements . ................. (65) — — (65)
Net change in unrealized holding gain on marketable equity
SECUNMTIES . vttt t ittt ettt et e e — (230) — (230)
Foreign currency adjustment. .............. ..o — — (457 (457)
Total comprehensiveincome . . ................. 1,846
Balances, December 31, 2000 . ............. oot o 53,418 345 (817 52,946
Deconsolidation of Embratel . .................. ....... (2) — 335 333
Funds attributed from WorldCom, Inc.. . ... . ... ........... 1,422 — — 1,422
Advancesto MClgroup,net . ......... ... .. ... ... (15) — — {15)
Other comprehensive income (net of taxes and reclassifications):
Net income before distributions on mandatorily redeemable
preferred Securities ..........cov it 1,524 — — 1524
Distributions on mandatorily redeemable preferred securities and
other preferred dividend requirements .................. (117 - e (117
Derivative financial instruments:
Cumulative effect of adoption of SFAS 133 as of January 1, 2001 — 28 — 28
Reclassification of derivative financial instruments to current
CATTHIES .+ o« e vt e st ene s i — (110) — (110)
Change in fair value of derivative financial instruments . . ... .. — 82 — 82
Net change in unrealized holding gain (loss) on marketable equity
SBCUMEIES .+ v v vt ittt e et e e e e e — (396) — (396)
Foreign currency adjustment ... . .. ... ... i, — — (80) (80)
Total comprehensiveincome . .. ................ 931
Balances, December 31, 2001 .« .. v v v vt i i e $56,230 $ (81) 3(562) $55,617

The accompanying notes are an integral part of these combined statements.
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WORLDCOM GROUP (an integrated business of WorldCom, Inc.)

COMBINED STATEMENTS OF CASH FLOWS

(In Millions)

Cash flows from operating activities:

Net income before distributions on mandatorily redeemable preferred securities.

Adjustments to reconcile net income before distributions on mandatorily

redeemable preferred sccurities to net cash provided by operating activities:

Cumulative effect of accountingchange ........... ... ... ... ...
Minority interests . ... .. ...
In-process research and development and other charges . - . .. .........
Depreciation and amortization . ........... .. i
Provision for deferred incometaxes . .. ......... .. ... ... .. .. ...

Change in assets and liabilities, net of effect of business combinations:
Accountsreceivable, net ... ... ... ..
Receivablefrom MCl group, net ............. ... i
Accounts payable and other current liabilities - . ... ..............
Other CUITENE ASSELS « « + « + v v v veee ot et ian e s

All other operating activities. . ... ... v i

Net cash provided by operating activities ...............coiiiiun...

Cash flows from investing activities:
Capital expenditures . . .. ..ov i e e e
Acquisitions and related costs . ....... ..o
Increase in intangible assels . . .. ... ... ... ... ... o
Decrease in other liabilities . . . .. ... .. ... . .. ..
All other investing activities . . . . . . .. e e

Net cash used in investingactivities . . . ... o o

Cash flows from financing activities:

Principal borrowings (repayments) on debt, net ... .. .. ... ... .. oL

Attributed stock activity of WorldCom, Inc. . ... .. ... oo

Distributions on mandatorily redeemable and other preferred securities and
dividends paid on other equity securities .. .. ....... ... e

Redemptions of preferred stock . . ... ... ... ... oo oo

Advances {to)} from MCI group, net .. .......... ... it vnnnnn

All other financing activities . . .. ... ... .. . i

Net cash provided by financing activities. ..................... oo
Effect of exchange rate changesoncash ............. ... ... oo

Net increase (decrease) in cash and cash equivalents ...................
Cash and cash equivalentsat beginning of period. . ....................
Deconsolidation of Embratel. . ......... ... .. oot

Cash and cash equivalentsat end of period. .........................

For the Years Ended December 31,

1999 2000 2001
$2366 $ 2598 $ 1524
— i) —
186 305 (33)
(8) — —
3,013 3,280 4121
2510 1,410 1,131
(611) (1,300) 104
(555) (649) (251)
746 624 {21%49)

582

(::1[114 54313 107
7,352 5,330 6,605
(7,929)  (10,984) (7,619
(786) (14) (206?
(389) 71 367
(565) g%; ((351?
1,624 (1,020) (275)
(8045)  (13612)  (8,818)
(2,894) 6,377 3526
886 585 124
(72) (65) (83)
— (190 (200%
2,097 1,592 (15
-— (84) (272)
17 8215 3,080
(221) (19) 38
(897) (86} 905
1,703 806 720
— —_ (216)
$ 806 $ 720 § 1409

The accompanying notes are an integral part of these combined statements.
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WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS
DECEMBER 31,2001

(1) The Company and Significant Accounting Policies—
Description of Business and Organization:

Organized in 1983, WorldCom, Inc., a Georgia corporation, provides a broad range of
communications services to both U.S. and non-U.S. based businesses and consumers. We are a global
communications company utilizing a strategy based on being able to provide service through our own
facilities throughout the world instead of being restricted to a particular geographic location. We call
this our “on-net” strategy. The on-net approach allows our customers to send data or voice
communications across town, across the US., or to any of our networks in Europe or Asia, often
without ever leaving our networks. The on-net approach provides our customers with superior reliability
and low operating costs. Our core business is communications services, which includes voice, data,
Internet and international services. We serve as a holding company for our subsidiaries’ operations.
References herein to WorldCom, “we,” “our,” or “us” include WorldCom, Inc. and its subsidiaries,
unless the context otherwise requires.

Basis of Combination and Presentation:

On June 7, 2001, our shareholders approved a recapitalization involving the creation of two
separately traded tracking stocks:

* WorldCom group stock, which is intended to reflect the performance of our data, Internet,
international and commercial voice businesses and is quoted on The Nasdaq National Market
under the trading symbol “WCOM?’, and

* MCI group stock, which is intended to rcflcct the performance of our consumer, small business,
wholesale long distance voice and data, wireless messaging and dial-up Internet access businesses
and is quoted on The Nasdag National Market under the trading symbol “MCIT".

In connection with the recapitalization, we amended our articles of incorporation to replace our
existing common stock with two new series of common stock that are intended to reflect, or track, the
performance of the businesses attributed to the WorldCom group and the MCI group. Effective with
the recapitalization on June 7, 2001, each share of our existing common stock was changed into one
share of WorldCom group stock and ‘s of a share of MCI group stock.

A tracking stock is a separate class of a company’s common stock intended to provide a return to
investors based upon the financial performance of a distinct business unit of the company, sometimes
referred to as the targeted business. These targeted businesses are collections of businesses that we
have grouped together in order for us to issue WorldCom group stock and MCI group stock. The
ownership of the targeted business does not change, and while each of the classes of stock trade
separately, all shareholders are common shareholders of a single company, WorldCom, and are subject
to all risks of an investment in WorldCom as a whole.

During the second quarter of 2001, we declared the initial quarterly dividend for the MCI group
stock. A cash dividend of $0.60 per share of MCI group stock, or approximately $70 million in the
aggregate, was paid on October 15, 2001 to shareholders of record as of the close of business on
September 28, 2001. Dividends of $0.60 per share of MCI group stock were also declared in the third
and fourth quarters of 2001, which have been or will he paid in 2002.

The MCI group’was initially allocated notional debt of $6 billion and our remaining debt was
allocated on a notional basis to the WorldCom group. We intend, for so long as the WorldCom group
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WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31.2001

(D The Company and Significant Accounting Policies— (Continued)

stock and the MCI group stock remains outstanding, to include in our filings under the Securities
Exchange Act of 1934, as amended, the combined financial statements of each of the WorldCom group
and the MCI group. These combined financial statements will be prepared in accordance with
accounting principles generally accepted in the United States, and in the case of annual financial

statements, will be audited. These combined financial statements are not legally required under current
law or SEC regulations.

Voting rights of the holders of the WorldCom group stock and the MCI group stock are prorated
based on the relative market values of WorldCom group stock and MCI group stock. We will conduct
shareholder meetings that encompass all holders of voting stock. The WorldCom group and the MCI

group shareholders will vote together as a single class on all matters brought to a vote of shareholders,
including the election of our directors.

Our board of directors may at any time convert each outstanding share of MCI group stock into
shares of WorldCom group stock at 110% of the relative trading value of MCI group stock for the 20

days prior to the announcement of the conversion. No premium will be paid on a conversion that
occurs after June 7, 2004.

If all or substantially all of the WorldCom group or MCI group assets are sold, either: (i} the
relevant shareholders will receive a distribution equal to the fair value of the net proceeds of the sale,
either by special dividend or by redemption of shares; or (ii) each outstanding share of MCI group
stock will be converted into shares of WorldCom group stock at 110% or 100% of the relative trading
value of MCI group stock for a 10 trading day period following the sale.

Intergroup Allocation Policies:
Tracking Stock Policy Statement

Our board of directors has fiduciary duties to all shareholders of WorldCom, and no independent
fiduciary duties to the holders of WorldCom group stock and MCI group stock. Our board of directors
has adopted a policy statement regarding the WorldCom group and the MCI group matters. Our board
of directors or any special committee appointed by our board of directors, may, without shareholder
approval, change the policies set forth in our policy statement. Our board of directors or any special
committee appointed hy our board of directors also may, without shareholder approval, adopt
additional policies or make exceptions with respect to the application of the policies described in our
policy statement in connection with particular facts and circumstances, all as they may determine to be
in the best interests of WorldCom. The material provisions of the policy statement are as follows:

General Polig.  The policy statement provides that all material matters as to which the holders of
WorldCom group stock and MCI group stock may have potentially divergent interests will be resolved
in a manner that our board of directors or any special committee appointed by our board of directors
determines. to be in the best interests of WorldCom as a whole, after giving due consideration to the
potentially divergent interests and all other interests of the holders of the separate series of common
stock of WorldCom that our board of directors or any special committee, as the case may be, deems
relevant. The policy statement provides that we will manage the businesses in the WorldCom group and
the MCI group in a manner intended to maximize the operations, assets and values of both groups, and
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WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31,2001

(1) The Company and Significant Accounting Policies— (Continued)

with complementary deployment of personnel, capital and facilities, consistent with their respective
business objectives.

Under this policy statement, all material transactions which are determined by our board of
directors to be in the ordinary course of business between the WorldCom group and the MCI group,
except for those described in the paragraphs below, are intended to be on terms consistent with terms
that would be applicable to arm’s-length dealings with unrelated third parties.

Cash Management. Decisions regarding the investment of surplus cash, the issuance and
retirement of debt, and the issuance and repurchase of common and preferred stock will continue to be
made by WorldCom management on behalf of the groups. Under this centralized cash management
system, the MCI group will generally not be allocated any cash balances.

Corporate Allocations

Corporate allocations have been attributed and/or allocated to the WorldCom group or the MCI
group based upon identification of such services specifically benefiting each group. Such corporate
allocations may change at our discretion and do not reguire shareholder approval. Management
believes that the allocation methodologies applied are reasonable and these methods have been
consistently applied for all periods presented. However, it is not practical to determine whether the
allocated amounts represent amounts that would have been incurred on a stand alone basis.
Explanations of the composition and the method of allocation for such items are described below.

Shared Corporate Services. We have directly charged specifically identifiable costs to the
WorldCom group and the MCI group. Where determinations based on specific usage alone were
impracticable, we used other allocation methods that we believe are fair, including methods based on
factors such as the number of employees and total line costs or revenues generated by each group. For
the years ended December 31, 1999, 2000 and 2001, the WorldCom group was allocated $1.6 billion,
$.0billion and $2.0 billion of these costs, respectively.

Commercial Inter-Group Transactions. The MCI group is allocated a proportion, based on usage,
of our fiber optic system costs for use of the fiber optic systems, which are attributed to the WorldCom
group and the WorldCom group is allocated a corresponding decrease to depreciation expense which
totaled $189 million, $373 million and $360 million for the years ended December 31, 1999, 2000 and
2001, respectively. In addition, the WorldCom group is allocated a proportion, based on usage, of our
switching costs for use of the business voice switched services, which are attributed to the MCI group.
For the years ended December 31, 1999, 2000 and 2001, switching costs allocated to the WorldCom
group were $64 million, $87 million and $101 million, respectively. Additionally, the MCI group is
allocated a proportionate share of costs associated with buildings, furniture and fixtures attributed to
the WorldCom group, and is also allocated costs for use of the MCI tradenames as discussed below.
The WorldCom group is allocated a corresponding decrease to depreciation and amortization expense.
For the years ended December 31, 1999, 2000 and 2001, these allocated costs totaled $331 million, $254
million and $360 million, respectively.

All other material commercial transactions in the ordinary course of business between the groups
are intended, to the extent practicable, to be on terms consistent with terms that would be applicable to
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WorldCom Group (an integrated business of WorldCom, Inc.}
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31,2001

(1)The Company and Significant Accounting Policies— (Continued)

arm’s-length dealings with unrelated third parties and will be subject to the review and approval of our
board of directors or any special committee. Neither group is under any obligation to use services
provided by the other group, and each group may use services provided by a competitor of the other
group if our board of directors or any special committee determines it is in the best interests of
WorldCom as a whole.

Allocation of Intangible Assets. Intangible assets consist of the excess consideration paid over the
fair value of net tangible assets acquired by us in business combinations accounted for under the
purchase method and include goodwill, channel rights, developed technology and tradenames. These
assets have been attributed to the respective groups based on specific identification and where acquired
companies have been divided between the WorldCom group and the MCI group, the intangible assets
have been attributed based on the respective fair values at the date of purchase of the related
operations attributed to each group. Management believes that this method of allocation is cquitable
and provides a reasonable estimate of the intangible assets attributable to the WorldCom group and the
MCI group.

All tradenames, including the MCI tradename and the other related MCI tradenames, have been
attributed to the WorldCom group. The MCI group will be allocated an expense and the WorldCom
group will be allocated a corresponding decrease in depreciation and amortization expense for the use
of the MCI tradenames for the next four years based on the following fee schedule:

2002 e e e e <+ .. $30.0 million
2003 L e e e $35.0 million
. $40.0 million
2005 ............................................... $450 mthon

Any renewal or termination of use of the MCI tradename by the MCI group will bc subject to the
general policy that our board of directars will act in the best interests of WorldCom. For each of the
years ended December 31, 1999, 2000 and 2001, depreciation and amortization expense associated with
the MCI tradenames allocated to the WorldCom group was decreased by $27.5 million per annum for
use of the MCI tradename:, by the MCI group.

Financing Arrangements. As of January 1, 1999, $6.0 billion of our outstanding debt was notionally
allocated to the MCI group and the remainder of our debt was notionally allocated to the WorldCom
group. Our debt was allocated between the WorldCom group and the MCI group based upon a number
of factors including estimated future cash flows and the ability to pay debt service and dividends of
each of the groups. In addition, management considered certain measures of creditworthiness, such as
coverage ratios and various tests of liquidity, in the allocation process. Our management believes that
the initial allocation was equitable and supportable by both the WorldCom group and the MCI group.
The debt allocated to the MCI group bears interest at a rate indicative of the rate at which the MCI
group would borrow from third parties if it was a wholly owned subsidiary of WorldCom but did not
have the benefit of any guarantee by WorldCom. Interest rates are calculated on a quarterly basis. Debt
allocated to the MCI group bears an interest rate equal to the weighted-average interest rate, excluding
capitalized interest, of WorldCom debt plus 1% percent. Interest allocated to the WorldCom group
reflects the difference between our actual interest expense and the interest expense charged to the MCI
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WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31,2001

(D) The Company and Significant Accounting Policies— (Continued)

group. Subsequent to the recapitalization, each group's allocated debt increases or decreases by the
amount of any net cash generated by, or required to fund, the group's operating activities, investing
activities, dividend payments, share repurchases and other financing activities.

As of December 31, 2001, our receivables purchase program consisted of a $3.7 billion pool of
receivables in which the purchaser owned an undivided interest, including the $2.0 billion sold, of which
$2.8 billion and $1.7 billion relate to the WorldCom group, respectively. The receivables sold were
assigned based on specific identification where practical, or allocated based on total revenues. Our
management believes that this method of allocation is equitable and provides a reasonable estimate of
the receivables attributable to the groups.

Embratel Deconsolidation:

During the second quarter of 2001, we reached a long-term strategic decision to restructure our
investment in Embratel Participagoes S.A., or Embratel. The restructuring included the resignation of
certain Embratel hoard of directors seats, the irrevocable obligation to vote a portion of our common
shares in a specified manner and the transfer of certain economic rights associated with such shares to
an unrelated third party. Based on these actions, the accounting principles generally accepted in the
United States prohibit the continued consolidation of Embratel's results. Accordingly, we have
deconsolidated Embratel's results effective January 1, 2001,

As of December 31, 2001, our carrying value for our 19.3% ownership interest in Embratel was
$992 million which is included in the other assets in the accompanying combined financial statcments.
Our equity in Embratel's loss for 2001 is included in miscellaneous income/{expense) in the
accompanying combined financial statements. Our investment in Embratel has been allocated to the
WorldCom group.

Fair Value of Financial Instruments:

See Note 1to our consolidated financial statements for additional fair value descriptions.

Cash and Cash Equivalents:

We consider cash in hanks and short-term investments with original maturities of three months or
less as cash and cash equivalents.
Property and Equipment:

Property and equipment are stated at cost. Depreciation is provided for financial reporting
purposes using the straight-line method over the following estimated useful lives:

Transmission equipment (including conduit) 4 to 40 years
Communications equipment . .......... 5 to 10 years
Furniture, fixtures, buildings and other . .. 4 to 39 years

We evaluate the recoverability of property and equipment when events and circumstances indicate
that such assets might be impaired. We determine impairment by comparing the undiscounted future
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WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31.2001

(D) The Company and Significant Accounting Policies— (Continued)

cash flows estimated to be generated by these assets to their respective carrying amounts. In the event
an impairment exists on property and equipment attributed to the WorldCom group, a loss will be
recognized by the WorldCom group based on the amount by which the carrying value exceeds the fair
value of the asset. If quoted market prices for an asset are not available, fair market value is
determined primarily using the anticipated cash flows discounted at a rate commensurate with the risk
involved. Losses on property and equipment to be disposed of are determined in a similar manner,
except that fair market values are reduced for the cost to dispose.

Maintenance and repairs are expensed as incurred. Replacements and betterments are capitalized.
The cost and related reserves of assets sold or retired are removed from the accounts, and any
resulting gain or loss is reflected in results of operations.

We construct certain of our own transmission systems and related facilities. Internal costs directly
related to the construction of such facilities, including interest and salaries of certain employees, arc
capitalized. Such internal costs were $625 million ($339 million in interest), $842 million ($495 million
in interest) and $858 million ($498 million in interest) in 1999, 2000 and 2001, respectively, and have
been allocated to the WorldCom group.

Goodwill and Other Intangible Assets:

The major classes of intangible assets attributed to the WorldCom group as of December 31, 2000
and 2001 are summarized below (in millions):

Amortization Period 2000 2001

Goodwill ........... i 5to40years  $35596 $40,551
Tradenames . ........ .. v uurrrnnnnnnn 40 years 1,100 1,112
Developed technology . . ................ 5 to 10 years 1,590 1,590
Other intangibles ...........ccvntt, 5 to 10years 2,665 3414

40,951 46,667
Less: accumulated amortization . .......... (4,266) (5,849)
Goodwill and other intangible assets, net . ... $36,685 $40,818

Intangible assets are amortized using the straight-line method for the periods noted above.

Goodwill is recognized for the excess of the purchase price of the various business combinations
over the value of the identifiable net tangible and intangible assets acquired. Realization of acquisition-
related intangibles, including goodwill, is periodically assessed by our management based on the current
and expected future profitability and cash flows of acquired companies and their contribution to the
overall operations of the WorldCom group.

Also included in other intangibles are costs incurred to develop software for internal use. Such

costs were $354 million, $765 million and $364 million for the years ended December 31, 1999, 2000
and 2001, respectively.
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Investments in Marketable Equity Securities:

Investments in marketable equity securities are classified as available-for-sale securities and
reported at fair value. Unrealized holding gains and losses, net of taxes, are reflected as a component
of allocated net worth in the accompanying combined financial statements. See Note 3 to our
consolidated financial statements for additional investment disclosures.

Foreign Currency Translation:

Assets and liabilities recorded in foreign currencies are translated at the exchange rate as of the
balance sheet date. Translation adjustments are recorded as a separate component of allocated net
worth. All revenue and expense accounts are translated at a weighted-average of exchange rates in
effect during the period. Transaction gains and losses that arise from exchange rate fluctuations on
transactions denominated in a currency other than the functional currency are included in the results of
operations as incurred. The accompanying combined statements of operations include foreign currency
transaction losses, after elimination of minority interests, of $36 million and $38 million for the years
ended December 31, 1999 and 2000, respectively, and foreign currency transaction gains of $9 million
for the year ended December 31, 2001.

Recognition of Revenues:

The WorldCom group records revenues for telecommunications services at the time of customer
usage. Service activation and installation fees arc amortized over the average customer contract life.

Accounting for International Long Distance Traffic and Other:

The WorldCom group enters into operating agreements with telecommunications carriers in
foreign wuntries under which international long distance traffic is both delivered and received. The
terms of most switched voice operating agreements, as well as established FCC policy, require that
inbound switched voice traffic from the foreign carrier to the United States be routed to United States
international carriers, like the WorldCom group, in proportion to the percentage of United States
outbound traffic routed by that United States international carrier to the foreign carrier. Mutually
exchanged traffic between the WorldCom group and foreign carriers is settled in cash through a formal
settlement policy that generally extends over a six-month period at an agreed upon settlement rate.
International settlements are treated as an offset to line costs. This reflects the way in which the
business is operated because the WorldCom group actually setties in cash through a formal net
settlement process that is inherent in the operating agreements with foreign carriers.

Reciprocal compensation represents a reimbursement of costs for call termination performed on
behalf of other carriers’ customers and is determined contractually based on fixed rate per minute
charges to those carriers. As such, we have determined that it is more appropriate to reflect this
reimbursement of our cost as an offset to cost of sales rather than reporting this reimbursement on a
gross basis as revenues. During the years ended December 31, 1999, 2000 and 2001, reciprocal
compensation recorded by the WorldCom group was $395 million, $400 million and $248 million,
respectively.
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Derivative Financial Instruments:

Effective January 1, 2001, we adopted SFAS No. 133. This statement establishes accounting and
reporting standards requiring that derivative instruments (including certain derivative instruments
embedded in other contracts) be recorded in the balance sheet as cither an asset or liability measured
at fair value. As of January 1, 2001, our exposure to derivative financial instruments primarily consisted
of option collar transactions designated as cash flow hedges of anticipated sales of an equity
investment, which we maintain to minimize the impact of adverse changes in the market price of the
rclatcd equity investment. The initial adoption of SFAS No. 133 provided a net transition gain from our
designated cash flow hedges resulting in an increase in other comprehensive income of approximately
$28 million. During 2001, shares of the hedged equity investment were sold and we reclassified
respective hedging gains of $110 million from accumulated comprehensive income to miscellaneous
income. As of December 31, 2001, we maintain no derivative financial instruments. No amounts were
reclassified to earnings resulting from any ineffective portion of the designated derivative hedges or
from the discontinuance of designation of any cash flow hedges. All of our derivative instrument
activity was attributed to the WorldCom group.

Cumulative Effect of Accounting Change:

During the fourth quarter of 2000, the WorldCom group implemented SAB 101, which requires
ccrtain activation and installation fee revenues to be amortized over the average life of the related
service rather than be recognized immediately. Costs directly related to these revenues may also be
deferred and amortized over the customer contract life. As required by SAB 101, the WorldCom group
retroactively adopted this accounting effective January 1, 2000, which resulted in a one-time expense of
$75 million, net of income tax benefit of $43 million. The pro forma effect of adopting SAB 101 0n
periods prior to January 1,2000 was not material to the WorldCom group’s financial position or results
of operations.

Income Taxes:

The federal and state income tax liabilities incurred by WorldCom and which are determined on a
consolidated, combined, or unitary basis are allocated between the WorldCom group and the MCI
group in accordance with our policy statement. The income tax expense or benefit for each group and
the balance sheet allocation of the expense is based on a comparison of our tax expense with the
hypothetical tax expense or benefit of the MCI group. The tax expense or benefit allocable to the MCI
group is the amount that the MCI group would have incurred if it had filed tax returns as a separate
taxpayer and the tax expense allocable to the WorldCom group is the excess, if any, of our tax expense
over the tax expense or benefit allocable to the MCI group. Tax benefits that cannot be used by a
group generating those benefits but can be used on a consolidated basis are credited to the group that
generated those benefits. Had the WorldCom group and the MCI group filed separate tax returns, the
provision for income taxes and net income for each group would not have significantly differed from
the amounts reported on the group’s combined statements of operations for the years ended December
31, 1999, 2000 and 2001. However, the amounts of current and deferred taxes and taxes payable or
refundable attributed to each group on the historical financial statements may differ from those that
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would have been allocated had the WorldCom group or the MCI group filed separate income tax
returns.

Deferred tax assets and liabilities are based on temporary differencesbetween the carrying
amounts of assets and liabilities for financial reporting purposes and their respective tax bases, and the
impact of available net operating loss, or NOL, carryforwards. Valuation allowances have been recorded
to reduce the deferred tax asset to the amount more likely than not to be realized.

Earnings Per Share:

Our consolidated financial statements present basic and diluted earnings (loss) per share for
WorldCom group stock and MCI group stock using the two-class method. The two-class method is an
earnings formula that determines the attributed earnings (loss) per share for WorldCom group stock
and MCI group stock according to participation rights in undistributed earnings. The combined
financial statements of the WorldCom group do not present earnings per share because WorldCom

group stock is a series of our common stock, and the WorldCom group is not a legal entity with a
capital structure.

For purposes of our consolidated financial statements, basic earnings per share attributed to
WorldCom group stock is computed by dividing attributed net income for the period by the number of
weighted-average shares of WorldCom group stock then outstanding. Diluted earnings per share
attributed to WorldCom group stock is computed by dividing attributed net income for the period by
the weighted-average number of shares of WorldCom group stock outstanding, including the dilutive
effect of WorldCom group stock equivalents.

Concentration of Credit Risk

A portion of the WorldCom group’s revenues is derived from services provided to other
telecommunications service providers. AS a result, the WorldCom group has some concentration of
credit risk among its customer base. The WorldCom group performs ongoing credit evaluations of its
larger customers’ financial condition and, at times, requires collateral from its customers to support its
receivables, usually in the form of assignment of its customers’ receivables to the WorldCom group in
the event of nonpayment.

Recently Issued Accounting Standards:

In June 2001, the FASB issued SFAS No. 141 “Business Combinations” and SFAS No. 142
“Goodwill and Other Intangible Assets.” SFAS No. 141 requires business combinations initiated after
June 30, 2001, which includes the Intermedia merger, to be accounted for using the purchase method
of accounting and broadens the criteria for recording intangible assets separate from goodwill.
Recorded goodwill and intangibles will be evaluated against this new criteria and may result in certain
intangibles being subsumed into goodwill, or alternatively, amounts initially recorded as goodwill may
be separately identified and recognized apart from goodwill. Under the new rules, goodwill and
intangible assets deemed to have indefinite lives will no longer be amortized but will be subject to
annual impairment tests. The statement includes provisions for the identification of reporting units for
purposes of assessing potential future impairments of goodwill. Upon adoption, we stopped amortizing
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intangible assets with indefinite useful lives, including goodwill and tradenames. Based on current levels
of such assets, this will reduce amortization expense by approximately $1.0 billion annually at the
WorldCom group. Additionally, we are conducting impairment reviews of all intangible assets with
indefinite useful lives and we expect to complete this assessment no later than the second quarter of
2002, in accordance with the provisions of SFAS No. 142. Based on our preliminary analyses, we
estimate that as a result of the adoption of SFAS No. 142we will reduce goodwill by approximately $14
to $19 billion for the WorldCom group.

In June 2001, the FASB issued SFAS No. 143 “Asset Retirement Obligations,” which establishes
new accounting and reporting standards for legal obligations associated with retiring assets. The fair
value of a liability for an asset retirement obligation must be recorded in the period in which it is
incurred, with the cost capitalized as part of the related long-lived assets and depreciated over the
asset’s useful life. Changes in the liability resulting from the passage of time will be recognized as
operating expenses. SFAS No. 143 must be adopted by 2003. We have not yet quantified the impact of
adopting SFAS No. 143 0n our consolidated results of operations or financial position.

In August 2001, the FASB issued SFAS No. 144 ‘Accounting for the Impairment or Disposal of
Long-Lived Assets,” which supcrcedes both SFAS No. 121 “Accounting for the Impairment of Long-
Lived Assets for Long-Lived Assets to be Disposed Of,” and the accounting and reporting provisions
for the disposal of a segment of a business contained in APB Opinion No. 30, “Reporting the Results
of Operations— Reporting the Effects of Disposal of a Segment of a Business, and Extraordinary,
Unusual and Infrequently Occurring Events and Transactions.” SFAS No. 144 establishes a single
accounting model for long-lived assets to be disposed of by sale and broadens the presentation of
discontinued operations. The provisions of SFAS No. 144 are effective beginning in 2002 and are not
expected to have a material impact on our consolidated results of operations or financial position.

Use of Estimates:

The preparation of financial statements in conformity with accounting principles generally accepted
in the United States, or GAAP, requires management to make estimates and assumptions that affect
the reported amounts of assets and liabilities and disclosure of contingent assets and liabilities at the
date of the financial statements and revenues and expenses during the period reported. Actual results
could differ from those estimates. Estimates are used when accounting for allowance for doubtful
accounts, revenue reserves, depreciation and amortization, taxes and contingencies.

{2} Business Cembinations——

We have acquired other telecommunications companies cffering similar or complementary services
to those offered by us. These acquisitions have been accomplished through the purchase of the
outstanding stock or assets of the acquired entity for cash, notes, shares of our common stock, or a
combination thereof. The cash portion of acquisition costs has generally been financed through our
bank credit facilities.

On July 1,2001, we acquired Intermedia Communications Inc. for approximately $5.8 billion,
including assumed long-term debt, pursuant to the merger of a wholly owned subsidiary with and into
Intermedia, with Intermedia continuing as the surviving corporation and as a subsidiary of WorldCom.
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As a result of the Intermedia merger, we acquired a controlling interest in Digex, Incorporated, or
Digex, a provider of managed Web and application hosting services. In connection with the Intermedia
merger, stockholders of Intermedia received one share of WorldCom group stock (or 57.1 million
WorldCom group shares in the aggregate) and 1/25th of a share of MCI group stock (or 2.3 million
MCI group shares in the aggregate) for each share of Intermedia common stock they owned. Holders
of Intermedid preferred stock, other than Intermedia’s 13.5% Series B Redeemable Exchangeable
Preferred Stock due 2009, or Intermedia Series B Preferred Stock, received one share of a class or
series of our preferred stock, with substantially identical terms, which were established upon
consummation of the Intermedia merger. As a result of the merger with Intermedia, wc own
approximately 90% of the voting securities of Intermedia.

Upon effectiveness of the merger with Intermedia. the then outstanding and unexercised options
for shares of Intermedia common stock were converted into options exercisable for an aggregate of
approximately 10 million shares of WorldCom group stock having the same terms and conditions as the
Intermedia options, except that the exercise price and the number of shares issuable upon exercise
were divided and multiplied, respectively, by 1.0319. The merger with Intermedia was accounted for as
a purchase and was allocated to the WorldCom group.

The purchase price in the Intermedia merger was allocated based on appraised fair values at the
date of acquisition. This resulted in an excess purchase price over net assets acquired of $5.1billion of
which $67 million was allocated to customer lists, which will be amortized over approximately four
years on a straight-line basis. The remaining excess of $5.0 billion has been allocated to goodwill and
tradename which are not subject to amortization and the goodwill is not expected to be deductible for
tax purposes.

In connection with the Intermedia merger, the Antitrust Division of the Department of Justice
required us to dispose of Intermedia’s Internet service provider business, which provided integrated
Internet connectivity solutions, and effective December 1, 2001, we sold substantially all of the Internet
related assets for approximately $12 million. In addition to this required divestiture, we also committed
to a plan to sell Intermedia’s Advanced Building Network business, which provides centralized
telecommunications services in multi-tenant commercial office buildings, and the systems integration
business through which Intermedia sells, installs, operates and maintains business telephony customer
premise equipment for its customers. We included the appraised fair values of these assets to he
disposed of in our initial allocation of the Intermedia purchase price and also included accrued
anticipated losses expected to he incurred through disposal date. Any differetice between the actual
results of operations and the amounts accrued will result in an adjustment of goodwill unless there is a
difference resulting from a post-merger event. For the year ended December 31, 2001, operating losses
for these assets to he disposed ofwere approximately $41 million, before corporate allocations. We
anticipate that we will complete the planned disposals of the remaining identified businesses before the
third quarter of 2002.

During 1999, 2000 and 2001, we recorded other liabilities of $582 million, $29 million and $254
million, respectively, related to estimated costs of unfavorable commitments of acquired entities, and
other non-recurring costs arising from various acquisitions and mergers. At December 31, 1999, 2000
and 2001, other liahilities attributed to the WorldCom group related to these and pi-eviously recorded
accruals totaled $1.6 billion, $832 million and $764 million, respectively.
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(3) Long-Term Debt—
Our outstanding debt as of December 31, 2000 and 2001 consists of the following (in millions):

2000 2001
Commercial paper and credit facilities .................... $3629 $ —
Floating rate-notes due 2001 through 2002. ................ 1,560 60
7.88% - 8.25% Notes Due 2003-2010 . . ...vveiinriinrennns 3,500 3,500
7.38% Notes Due 2006-2011 ... vvevirnenrnnnnnnens cee 2,000 2,000
6.13% _6.95% Notes Due 2001-2028 . ... . vviiiiirrnnennns 6,100 4,600
7.13% .7.75% Notes Due 2004-2027 . ... .iireiiirrnnrenns 2,000 2,000
8.88% Senior Notes Due 2006. .....vvevernrnrnrnnnnrnns 672 —
7.13% .8.25% Senior Debentures Due 2023-2027 .......... 1,436 1,434
6.13% .7.50% Senior Notes Due 2004-2012 ...........cu... 1,934 1,925
6.50% _8.25% Notes Due 2004-2031 . ...uvvivnirnennennss — 11939
Intermedia 11.25%-12.25% Senior Discount Notes Due

2007-2009 . vttt e — 643
Intermedia 8.50%-9.50% Senior Notes Due 2007-2009 ........ — 581
Capital lease obligations (maturing through 2017) ........... 413 953
Embratel debt ... ..t i i i it 1,134 —
Other debt (maturing through 2009 ........... ... .. ... 518 575

24,896 30,210

Notional debt allocated to the MClgroup ..o oo vvvvnvn v, (6,000) (5,505)
Notional debt allocated to the WorldComgroup ............ 18,896 24,705
Short-term debt and current maturities of allocated WorldCom

group long-term debt ....... ... i (7,200) (172)

$11,696 $24,533

See Note 1for a more detailed description of how we allocate debt to the groups and Note 4 of
our consolidated financial statements for additional debt descriptions.
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In connection with the Intermedia merger, we issued the following series of preferred stock, which
are mandatorily redeemable:

Number of Aggregate # of Shares
PEETEred  Liguidation O Convertibleat the Option
Authorized, Preference Per Associated
Issued and  Per Preferred Preferred Depository WorldCom  MCI Group
Quistanding Share Share Shares ~ Group Shares  Shares
Series D Junior Convertible preferred stock,
par value $0.01 pershare .. ........... 53,724 $2500 $175 5372410 6,905,398 276215
Series E Junior Convertible preferred stock,
oar value $001 per share .. ........... 64.047 $2.500 $175 6,404,690 5,295,766 211830
Series F Junior Convertible preferred stock
par value $0.0lpershare .. ... ........ 79,600 $2,500 $175 7,960,000 4729649 189,185
Series G Junior Convertible Participating
preferred stock, par value $0.01 per share .. 200,000 $1,000 $ 70 nfa 5,555,555 222222

On August 20, 2001, the holder of our Series G preferred stock exercised its right to require us to

redeem all of the outstanding Series G preferred stock at par plus accrued dividends, or approximately
$200 million in the aggregate.

The Series D, E and F preferred stock arc currently redeemable in whole or in part, at our option
for cash plus accrued and unpaid dividends at rates commencing with 103%, declining to 100% in 2004
and thereafter for the Series D and E preferred stock and commencing with 104%, declining to 100%
in 2005 and thercaftcr for the Series F preferred stock.

Dividends on the Series D, E and F preferred stock are payable in cash or shares of our common
stock, at our election on each July 15, October 15, January 15 and April 15.To date, we have paid

these dividends in cash and we expect to continue to pay cash dividends on our Series D, E and F
preferred stock.

The Series D, E and F preferred shareholders are generally entitled to one-tenth of a vote per

share of Series D, E or F preferred stock on all matters voting together with WorldCom common
shareholders as a single class.

Redeemable Preferred Securities of Subsidiaries:

At the time of the Intermedia merger, Intermedia had outstanding Intermedia Series B Preferred
Stock, and Digex had outstanding Series A Convertible Preferred Stock, or Digex Series A Preferred
Stock, that remain outstanding subsequent to the Intermedia merger.

As of December 31, 2001, there were 568,455 shares of Intermedia Series B Preferred Stock
outstanding. Dividends on the Intermedia Series B Preferred Stock accumulate at a rate of 13.5% of
the aggregate liquidation preference thereof and are payable quarterly, in arrears. Dividends are
payable in cash or, at Intermedia’s option, by the issuance of additional shares of Intermedia Series B
Preferred Stock having an aggregate liquidation preference equal to the amount of such dividends.
Historically, Intermedia has paid the Intermedia Series B Preferred Stock dividend by the issuance of
additional shares of Intermedia Series B Preferred Stock. The Intermedia Series B Preferred Stock is
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subject to mandatory redemption at its liquidation preference of $1,000 per share, plus accumulated
and unpaid dividends on March 31, 2009. The Intermedid Series B Preferred Stock will be redeemable
at the option of Intermedia at any time after March 31, 2002 at rates commencing with 106.75%,
declining to 100% on March 31, 2007. Intermedia Series B Preferred Stock is generally entitled to ¢ne-
tenth of one vote per share on all matters voting together with the common stock of Intermedia as a
single class.

The Digex Series A Preferred Stock has an aggregate liquidation preference of $100 million, and is
convertible into approximately 1,462,000 shares of Class A Common Stock of Digex. The Digex
Series A Preferred Stock does not pay dividends and there are no voting rights.

As of December 31, 2001, we also had $750 million aggregate principal amcunt of 8% Cumulative
Quarterly Income Preferred Securities, Series A, representing 30 million shares outstanding due
June 30, 2026 and 475 shares of an authorized 500 shares of 6.375% cumulative preferred stock,
Class A, or Class A Preferred Stock. Each share of Class A Preferred Stock has a par value of
$0.01 per share and a liquidation preference of $100,000 per share. The Class A Preferred Stock is
mandatorily redecmable at the redemption price of $100,000 per share plus accumulated and unpaid
dividends on January 1, 2019. Dividends on the Class A Preferred Stock are payable quarterly at a rate
per annum equai to 6.375% of the liquidation preference of $100,000 per share when, as and if
declared.

(5) Preferred Stock—

In October 2001, we exercised our option to redeem all of our outstanding Series B Preferred
Stock. Prior to the redemption date, substantially all of the holders of our Series B Preferred Stock
elected to convert the preferred stock into 0.1460868 shares of WorldCom group stock and 0.005843472
shares of MCI group stock for each share of Series B Preferred Stock held.

In January 2000, each outstanding share of Series C $2.25 Cumulative Convertible Exchangeable
Preferred Stock was redeemed by us for $50.75 in cash, or approximately $190 million in the aggregate.

(6) Shareholder Rights Plan—

See Note 7 to our consolidated financial statements for a detailed description of our existing
shareholder rights plan.

(7 Leases and Other Commitments —

WorldCom leases office facilities and equipment under non-cancelable operating and capital leases
and is also obligated under various right-of-way agreements having initial or remaining terms of more
than one year and allocates rent expense on these leases attributable to the WorldCom group and the
MCI group in accordance with our allocation policies. Rental expense allocated to the WorldCom
group under these operating leases was $160 million, $203 million and $304 million in 1999, 20 and
2001, respectively. The WorldCom group’s rental expense in 2001 increased as a result of our
movement of technical facilities closer to our customers which should result in lower access costs in the
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future, international expansion and to a lesser degree, the inclusion of Intermedia and annual rent
escalation.

The WorldCom group is an integrated business of WorldCom and is therefore subject to all our
liabilities and obligations, including leases and other commitments. See Note 8 to WorldCom’s
consolidated financial statements for a description of our leases and other commitments.

(8) Contingencies—

The WorldCom group shareholders are subject to all of the risks related to an investment in
WorldCom and the WorldCom group, including the effects of any legal proceedings and claims against

the MCI group. See Note 9 to our consolidated financial statements for information related to our
contingencies.

(9) Employee Benefit Plans —
Stock Option Plans:

WorldCom has several stock option plans under which options to acquire shares of WorldCom
group stock may be granted to directors, officers and employees of the WorldCom group and the MCI
group. WorldCom accounts for these plans under APB Opinion No. 25, under which no compensation
cost is recognized. Terms and conditions of WorldCom’s options, including exercise price and the
period in which options arc exercisable, generally are at the discretion of the Compensation and Stock
Option Committee of our board of directors; however, no options are cxercisahle for more than
10vyears after date of grant.

401(k) Plans:

WorldCom offers our qualified employees the opportunity to participate in one of our defined
contribution retirement plans qualifyingunder the provisions of Section 401(k) of the Internal Revenue
Code. Each employee may contribute on a tax deferred basis a portion of annual earnings not to
exceed $10,500. WorldCom matches individual employee contributions in selected plans, up to a
maximum level which in no case exceeds 6% of the employee’s compensation. Expenses allocated to
the WorldCom group relating to our 401(k} plans were $45 million, $44 million and $47 million for the
years ended December 31, 1999, 2000 and 2001, respectively.

Pension and Other Post-retirement Benefit Plans:

We maintain various defined benefit plans and other post-retirement benefit plans that cover
selected eligible employees of the WorldCom group and the MCI group. Annual service cost is
determined using the Projected Unit Credit actuarial method, and prior service cost is amortized on a
straight-line basis over the average remaining service period of employees.

See Notes 10 and 11 to our consolidated financial statements for additional disclosures related to
employee benefit plans.

F-69



WorldCom Group (an integrated business of WorldCom, Inc.)
NOTES TO COMBINED FINANCIAL STATEMENTS (Continued)
DECEMBER 31,2001

(10) Income Taxes—

The WorldCom group combined balance sheets reflect the anticipated tax impact of future taxable
income or deductions implicit in the combined balance sheets in the form of temporary differences.
These temporary differences reflect the difference between the basis in the assets and liabilities for
financial reporting purposes and amounts used for income tax purposes and the impact of available
NOL carryforwards as measured in the WorldCom group's combined financial statements and as
measured by tax laws using enacted tax rates.

The provision for income taxes is composed of the following (in millions):

1999 2000 2001
(O U1 =Y 4 $(654) § 580 % (188)
Deferred ....oviii i s 2510 1410 1131
Total provision for income taxes ................... $1,856 $1,990 $ 943

The following is a reconciliation of the provision for income taxes to the expected amounts using
the statutory rate:

1999 2000 2001

Expected statutory amount ........... ..., 35.0% 35.0% 35.0%
Nondeductible amortization of excess of cost over net tangible

assetsacquired ...t e e e e 6.7 6.0 104
State iNCOME tAXES + v v v et ee et ene e eneenrennnenn 25 26 (5.0
Valuation allowance ...........ccovivvininn ... (2.5) — —
TaX CreditS « vt ittt i e e e et n e e 0.2y (0.4 @9
1 T 06 (@31 03
Actual tax provision .......c.i i 42.1% 40.1% 38.8%

The following is a summary of the significant components of the WorldCom group's attributed
deferred tax assets and liabilities as of December 31, 2000 and 2001 (in millions):

2000 2001

Assets  Liabilities Assets  Liabilities

Fixed 8SSELS v vuvuenenereneneenenens $ — $(3957) $ — $(4488)
Goodwill and other intangibles . .. . ... —_ (167) _ (52)
INVEStMENES .. vvin i i i e i 363 — 392 —
Otherassets. ., ... . .......c.cevvnes. — (264) — (423)
Accrued liabilities. ............oovvvun, 745 — 348 —
NOL carryforwards. . .. . .. ..... 517 — 1186 —
Tax creditS «vvvenn i i 692 — 676 —
01T — (290) — (129}
2317  (4,678) 2602 (5092)
Valuation allowance ... ... . ........ (191) _ (465) _—

$2,126  $(4,678) $2,137  $(5,092)
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(10) Income Taxes— (Continued)

At December 31, 2001, the WorldCom group was attributed unused NOL carryforwards for federal
income tax purposes of approximately $3.1 billion which expire in various amounts during the years
2011 through 2021. These NOL carryforwards result in a deferred tax asset of approximately
$1.2 billion at December 31, 2001.

Approximately $1.7 billion of NOL carryforwards for federal income tax purposes relate to
preacquisition NOL carryforwards attributable to entities acquired in transactions accounted for as
purchases. These carryforwards and other deferred tax assets result in deferred tax assets for which a
valuation allowance of $433 million has been established. If subsequent events or conditions dictate an
increase in the need for a valuation allowance attributable to such deferred tax assets, the income tax
expense for that period will be increased accordingly.

In addition, at December 31, 2001 the WorldCom group was attributed unused NOL carryforwards
of $85 million outside the United States which generally do not expire. Thesc carryforwards result in a
$32 million deferred tax asset for which a valuation allowance has been established.

(12) Supplemental Disclosure of Cash Flow Information—

Interest paid by the WorldCom group during the yzars ended December 31, 1999, 2000 and 2001
amounted to $816 million, $488 million and $886 million, respectively. Income taxes paid by the
WorldCom group, net of refunds, during the years ended December 31, 1999, 2000 and 2001 were
$35 million, $28 million and $148 million, respectively.

In conjunction with business combinations attributed to the WorldCom group, assets acquired and
liabilities assumed, including revisions to previously recorded acquisitions, and WorldCom common
stock issued were as follows (in millions):

1959 2000 2001

Fair value of assets acquired ..............cccuunn.. $ (92) $ — $1932
Goodwill and other intangible assets . . .. ............. 2,041 43 5,102
Liabilitiesassumed . ......cvviririr i (935) (29) (4,201)
Preferred stock issued or assumed . . ................. e (1,361}
WorldCom common Stock issued . . . ....«coveeeennnn. (228) —  (1,266)
Netcashpaid .....ovviiriinriinriineeennnnnn $ 786 $14 § 206

(12) Segment and Geographic Information—

Based on our organizational structure, the WorldCom group operates in two reportable segments:
Commercial voice, data and Internet and International operations. The WorldCom group's reportable
segments represent business units that primarily offer similar products and services; however, the
business units are managed separately due to the type and class of customer as well as the geographic
dispersion of their operations. The Commercial voice, data and Internet segment includes voice, data
and other types of domestic communications services for commercial customers, and Internet services
including dedicated access and web and application hosting services. International operations provide
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(12) Segment and Geographic Information— (Continued)

voice, data, Internet and other similar types of communications services to customers primarily in

Europe a

Our chief operating decision-maker utilizes revenue information in assessing performance and

nd the Asia Pacific region.

making overall operating decisions and resource allocations. Communications services are generally
provided utilizing WorldCom’sfiber optic networks, which do not make a distinction between the types

of services provided. Profit and loss information is reported only on a combined basis to the chief

operating

decision-maker and our board of directors.

The accounting policies of the segments are the same as those described in the summary of

significant accounting policies. Information about the WorldCom group’s segments is as follows (in

millions):
Revenues From Selling, General and
External Customers Administrative Capital Expenditures
1999 2000 2001 1999 2000 2001 1999 2000 2001

Voice, data and Internet . . .......... $14,817 $16,880 $18,371 $2,655 $3,209 $3,895 $5532 $ 8376 $6,505
International operations . . .......... 1,624 2,367 2,977 774 1,094 1,409 1,494 1.754 1,114
Corporate—other charges . . . . ....... — — — — 433 754 — — —
Other ........ ... 523 e — 170 — - 10 o —

TJod before Embratel ............ 16,964 19247 21,348 3599 4,736 6,058 7,036 10,130 7,619
Embratel . ..........covveia.... 23 3,662 — 610 980 - 893 854 _
Elimination of intersegment revenue/

EXPENSES + v evvvvseee e, (82)  (158) — {14 2 - - — —

Toal ... $19,736  $22,755 $21,348 $4,195 $5689 $6,058 $7,929 $10984 $7,619

As discussed in Note 1, wc deconsolidated our investment in Embratel as of January 1, 2001.

Embratel, which provides communications services in Brazil, was designated as a separate reportable
segment of the WorldCom group for periods prior to January 1, 2001. Accordingly, we have included
Embratel in our WorldCom group segment information presented for 1999 and 2000.

Additionally, Other includes the operations of MCI Systemhouse Corp and SHL Systemhouse Co.
which was sold to Electronic Data Systems Corporation in April 1999,

The following is a reconciliation of the segment information to income before income taxes,
minority interests and cumulative effect of accounting change (in millions):

Revenues
Operating expenses

Operating income
Other income (expense):
Interest expense
Miscellaneous

Income before income taxes, minority interests and

cumulative effect of accounting change

F-72

1999 2000 260
$19736 $22,755 $21,348
15105 17,714 18,299
4631 5041 3,049
(460)  (458) (1,029)
385 412

$ 4408 $ 4968 $ 2,432
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(12) Segment and Geographic Information — (Continued)

Information about the WorldCom group's operations by geographic areas are as follows (in
millions):

1999 2000 2001
Long-Lived Long-Lived Long-Lived
Revenues Assets Revenues Assets Revenues Assets
United States ... ..vvvvii e vnnnn $14,760 $19,635 $16,111 $27,643 $17,778 $32,832
Brazil.. ..., 2,772 4017 3,508 4,008 — —
All other international. ........... 2,204 2,575 3,136 3,526 3,570 3,960
Total v $19,736  $26.227 $22,755 $35177 $21,348 $36,792

(13)Related Party Transactions—

See Note 16 to our consolidated financial statements for information pertaining to our related
party transactions.

(1DUnaudited Quarterly Financial Data—

Quarter Ended

March 31, June 30, September 30, December 31,
2000 2001 2000 2001 2000 2001 2000 2001
(in millions) )
Revenues .............. $5,429 $5,203 $5,621 $5,362. $5,844 $5482 $5,861 $5,301
Operating income ........ 1,390 966 1,364 310 1,139 999 1,148 774
Income before cumulative

effect of accounting change 741 548 732 126 599 503 601 347
Net income.. ........... 649 532 716 110 583 460 585 305
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You should understand the followingwhen reading the combined financial statements of the MCI
group, which is an integrated business of WorldCom, Inc.:

WorldCom has presented the combined financial statements of the MCI group at substantially
the same level of detail as the consolidated financial statements of WorldCom. WorldCom
believes that investors require detailed financial information for the MCI group to properly
evaluate the market potential of MCI group stock;

the MCI group is a collection of WorldCom’s MCI businesses and is not a separate legal entity;

the holders of the MCI group stock are shareholders of WorldCom and do not have an
ownership interest in the MCI group or any company in the MCI group or a claim on any of the
assets attributed to the MCI group;

the attribution of a portion of WorldCom’s asscts and liabilities to the MCI group does not
affect WorldCom’s ownership of these assets or responsibility for these liabilities and does not
affect the rights of any creditor of WorldCom; and

the assets attributed to the MCI group could be subject to the liabilities attributed to the
WorldCom group.

F-74



REPORT OF INDEPENDENT PUBLIC ACCOUNTANTS

To the Shareholders of WorldCom, Inc.:

We have audited the accompanying combined balance sheets of the MCI group (an integrated
business of WorldCom, Inc.) (as described in Note 1) as of December 31, 2000 and 2001, and the
related combined statements of operations, allocated net worth and cash flows for each of the years in
the three-year period ended December 31, 2001. These financial statements are the responsibility of
WorldCom, Inc.’s management. Our responsibility is to express an opinion on these financial statements
based on our audits.

We conducted our audits in accordance with auditing standards generally accepted in the United
States. Those standards require that we plan and perform the audit to obtain reasonable assurance
about whether the financial statcments are free of material misstatement. An audit includes examining,
on a test basis, evidence supporting the amounts and disclosures in the financial statements. An audit
also includes assessing the accounting principles used and significant estimates made by management,
as well as evaluating the overall financial statement presentation. We believe that our audits provide a
reasonable basis for our opinion.

In our opinion, the MCI group combined financial statements referred to above present fairly, in
all material respects, the combined financial position of the MCI group as of December 31, 2000 and
2001, and the combined results of its operations and its cash flows for each of the years in the three-
year period ended December 31, 2001, in conformity with accounting principles generally accepted in
the United States.

As discussed in Note 1to the combined financial statements, effective January 1, 2000, the MCI
group changed its method of accounting for certain activation and installation fee revenues and
expenses.

The MCI group is a fully integrated business of WorldCom, Inc. Accordingly, as described in Note
1, the MCI group’s combined financial statements have been derived from the consolidated financial
statements and accounting records of WorldCom, Inc. and, therefore, reflect certain assumptions and
allocations. As more fully discussed in Note 1, the combined financial statements of the MCI group
should be read in conjunction with the audited consolidated statements of WorldCom, Inc.

ARTHUR ANDERSEN LLP

Jackson, Mississippi
March 7, 2002
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MCI GROUP (an integrated business of WorldCom, Inc.}

COMBINED BALANCE SHEETS
(In Millions)

ASSETS
Current assets:
Cash and cash equivalents ..........ciiiiiiiiiii i
Accounts receivable, net of allowance for bad debts of $514 in 2000 and
393N 2000 ... i e
Deferred tax G888t vttt e et e
Other CUIENt aSSetS. v v v vttt e it e e e iee e e s nane e ennnns

Total current assets

Property and equipment:
Transmission equipment
Communications eqUIPMENt . ... v v ittt e i e it e e
Furniture, fixturesand other, . ........c oot
CONSLrUCtioN 1N PrOgreSS. + v v v vt e et n e n e ne s a e ennesnnsns

Accumulated depreciation

Goodwill and other intangible assets
Other assets

LIABILITIES AND SHAREHOLDERS’ INVESTMENT
Current liabilities:

Payable to WorldCom group, net
Accrued INtEreSt . . oot

Accounts payable and accrued line costs
Other current liabilities

Total current liabilities

Long-term liabilities, less current portion:
Long-termdebt ..... ..t e e

Long-term payable to WorldCom group, net
Deferred tax liability

Other liabilities . ... vt e e
Total long-term liabilities. . ..

Commitments and contingencies
Allocated net worth. ........

December 31, December 31,
2000 2001
$ 41 $ 7
1,835 1574
41 10
395 335
2,312 1,926
405 445
2,227 2,444
676 680
170 130
3,478 3,699
(1,232) (1,682)
2,246 2,017
9,909 9,719
168 227
$14,635 $13,889
$ 649 $ 900
108 111
2,438 2,093
914 1,091
4,109 4,195
6,000 5,505
976 976
928 870
159 30
8,063 7,381
2,463 2,313
$14635  $13:889

The accompanying notes are an integral part of these combined statements.
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MCI GROUP (an integrated business of WorldCom, Inc.)
COMBINED STATEMENTS OF OPERATIONS

(In Millions)

Revenues

Operating expenses:
LiNe COSES . vttt e e
Selling, general and administrative
Depreciation and amortization

Total. ............

Operating iNCOME . ..o v vt e et et i e neaeeae e
Other income (expense):
Interest expense
Miscellaneous

.........................................

Income (loss) before income taxes and cumulative effect of accounting
change .. ... . i i s
Income tax expense (benefit). ....... ... ... . il

Income (loss) before cumulative effectof accounting change .........

Cumulative effect of accounting change (net of income tax of $7 in
2000)

Net income (loss)

For the Years Ended December 31,

1999 2000 2001

$16,172 $16,335 $13,831
7.087 7177 7,080
5,071 5,162 5,348
757 884 938
12915 13,223 13,366
3,251 3112 465
(506) (512) (504)

5 — -

2,156 2,600 (39)
1109 1,035 (16)
1,647 1,565 (23)
(10) —

$ 1647 $155 § (23)

The accompanying notes are an integral part of these combined statements.
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MCI GROUP (an integrated business of WorldCom. Inc.)
COMBINED STATEMENTS OF ALLOCATED NET WORTH

For the Three Years Ended December 31. 2001
(In Millions)

Allocated net worth at December 31, 10998 . ... ittt i i i i e
I = 1070 1
Advances to WorldCom group. NEt ..o v v it it i e e e e s

Allocated net worth at December 31,1999 . .................
NEt INCOME v ittt ittt i i i i nnns
Advances to WorldCom group, net ............ooeiiinnnn.

Allocated net worth at December 31.2000..... ...
NEt10SS .o vv oo i
Advances from WorldCom group. net ........ ..o,
Dividends declared on MCI group common stock ...

Allocated net worth at December 31. 2001.. ...

The accompanying notes are an integral part of these combined statements.
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$2.950
1641
(2,097)

2.500
1,555
(1,592)

2.463
(23)
15
(142)

$313



MCI GROUP (an integrated business of WorldCom, Inc.}
COMBINED STATEMENTS OF CASH FLOWS

(In Millions)

Cash flows from operating activities:

Net income (I0SS) .« vv v v e

Adjustments to reconcile net income (loss) to net cash provided by
operating activities:
Cumulative effect of accounting change
Depreciation and amortization ...........ccciviiiirnenennnnn
Provision for deferred income taxes (benefit) ...................

Change in assets and liabilities, net of effect of business combinations:
Accounts receivable, net .. ... .o
Other CUITENt @SSetS. & vvvv it ie et e e e e e nennnnnnns
Accounts payable and other current liabilities
Payable to WorldCom group, net

All other operating activities

Net cash provided by operating activities

Cash flows from investing activities:
Capital cxpenditures ... ..o i it e
Acquisitions and related costs

Increase in intangible assets
Decrease in other liabilities

All other investing activitieS ......vvevii it et enne e
Net cash used in investing activities. ............ccoiiiinenan..

Cash flows from financing activities:

Principal repayments ondebt, net ..............cc ...
Dividends paid on MCI group common stock
Advances (to) from WorldCom group, net

Net cash used in financing activities

Net increase (decrcase) in cash and cash equivalents ...............
Cash and cash equivalents at beginning of period .................

Cash and cash equivalents at end of period

For the Years Ended December 31,

1999 2000 2001
$1647 $ 1555 §(23)
. 10 —_
757 884 938
393 239 (27)
(264) 174 177
24 (215) 60
530 (960) (133)
555 649 251

1 — 196
3,653 2,336 1,389
(787) (500) (267)
(292) — —
(354) (167) 327)
(85) (16) (129)

8 (90) (149)
(1.510) (773} (872)
— — {495)

—_ — (71)
(2,097) ( 1,592) 15
(2,097 { 1,592) (551)
46 (29) (34)

24 70 41

$ 70 $ 41 $ 7

The accompanying notes are an integral part of these combined statements
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